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CITY OF MORGAN HILL

CiTY MANAGER’s OFFICE

17555 Peak AVENUE
MorcAN HiLL, CA
95037-7128

TEL: 408-779-7271

FAX: 408-779-1592
WWW.MORGAN-HILL.CA.GOV

DATE: May 11, 2007

SUBJECT:  Fiscal Year 2007/08 Budget

Dear Mayor and Members of the City
Council:

I am pleased to submit the City Manager’s
Recommended Budget for Fiscal Year
2007/08. The Budget addresses community
needs within fiscal constraints. For the first
time since Fiscal Year 2001/02, we present a
budget where General Fund revenues are
sufficient to sustain current levels of
spending. It will not be necessary to use
reserves to balance the Budget. The
comprehensive Budget for all funds reflects
the City Council's commitment to long term
financial planning, cost effective municipal
services, and financial policies that recognize
the need to fund future obligations.

Police Services will be enhanced by the
addition of one officer for patrol, and by a
focused effort on crime prevention and
suppression in the central core. Street and
park maintenance activities will remain “bare
bones.” Recreation services are projected to
recover a greater proportion of their costs,
freeing up discretionary resources for other
priorities. We are also requesting a major
investment in infrastructure made possible by
redevelopment bonds.

The City Council adopted the Sustainable
Budget Strategy in January 2004. The
strategy required significant General Fund
expenditure  reductions and  projected
significant new revenues that were to be
identified. By implementing the Sustainable
Budget Strategy, it was projected that
revenues would be brought into line with
expenditures by June 30, 2008, so that deficit
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spending would disappear. That goal will be
reached with this Budget. In addition, the
City Council adjusted the General Fund
reserve target at that time to allow fund
balance to be drawn down over several years
while steps were taken to balance revenues
and expenditures. The reserve target is still at
a very safe level equal to 25% of estimated
annual revenues. Through a rebounding
economy and the addition of new businesses,
sales taxes and property taxes have increased
significantly. In addition, the City’s General
Fund will receive an additional $700,000 per
year in property taxes, beginning in 2007/08
as the result of the Redevelopment Agency’s
reduction in its borders.

At the 2007 City Council Goal Setting
Retreat, the Council adopted the following
policies:

« The City Manager’s Proposed Budget for
Fiscal Year 2007/08 should result in an
operating surplus in the General Fund of
approximately $550,000 as predicted in
the most recent Five Year Forecast. The
Budget proposes an operating surplus of
$359,242 which, when combined with
$212,000 in expected 2007/08 salary
savings, would provide for a projected
operating surplus of $571,242, or slightly
more than the Council’s target. The
projected $571,242 surplus is presented in
the General Fund Balance Projections
special analysis on page 298. Salary
savings were calculated at 1.5% of
budgeted salaries and benefits, based
upon average salary savings for the last 3
years.



In addition to achieving the expected
operating results, the City Manager’s
proposed General Fund budget for Fiscal
Year 2007/08 should provide sufficient
funding for continuing current staffing levels
and to the extent possible current service
levels. The Budget maintains current staffing
levels and adds 3.5 new public safety
positions.

« The City Council will evaluate any
proposals for expanding current staffing
levels or increasing service levels in the
context of their long range financial
implications.

. The City Manager’s Proposed Budget for
Fiscal year 2007/08 should include a
transfer from the Park Maintenance Fund
to the General Fund in an amount at least
twice the Fiscal year 2006/07 transfer
(which was $125,000) provided that the
fund balance of the Park Maintenance
Fund continues to increase toward the
goal of establishing it as an
“endowment” fund. The Budget provides
for a $276,655 transfer from the Park
Maintenance Fund, while increasing the
fund balance to $4.3 million.

« The City Council will seek creative ways
to engage the public in discussions before
any new funding sources requiring voter
approval are proposed. A Council
workshop on funding further public safety
enhancements has been scheduled for
July.

The Budget proposes additional funding for
7.75 new positions, of which 1 police officer
position is funded by the General Fund.
Public Safety will benefit from the addition of
3.5 positions, of which 3 are police officers.
Additional revenues were achieved in various
funds  through  previously  approved
adjustments to water fees and through
inflationary adjustments to miscellaneous
fees. The Budget proposes staffing and
operational costs associated with the start-up
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of the new Outdoor Sports Center, which the
City plans to open in October 2007.

ECONOMIC AND DEMOGRAPHIC
PROFILE

The City of Morgan Hill provides a high
quality residential community balanced with
a significant industrial and commercial base.
Population increased by 3.1% as of January 1,
2007, to a level of 38,418. The City provides
a broad range of services, including police
protection, development and housing, water
and sanitation services, streets and parks
construction, maintenance, planning,
engineering, code enforcement, recreation,
general city administration, and support
services. The City contracts with Santa Clara
County to provide fire protection services and
with South Valley Disposal and Recycling to
provide solid waste collection services.

The goal of “economic development” is to
encourage both the growth of the local
economy and its diversification. Morgan Hill
is part of a regional economy. Morgan Hill
businesses import raw materials and labor.
They export goods and services throughout
the region and the world. Morgan Hill
residents are employed throughout the region.
Morgan Hill retailers serve both City
residents and others in the region. Therefore,
it is difficult to identify economic indicators
that apply strictly to Morgan Hill.
Nonetheless, the following four indicators are
important to City government because they
drive the revenues needed to support City
services, and reflect “the business climate” in
our portion of the larger region.

Retail sales: As a whole, taxable transactions
in Morgan Hill increased, but not all business
types have expanded. The composition of
those transactions has changed, reflecting
stagnation in “general retail sales” and a
boom in transportation related sales taxes,
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based primarily upon vehicle sales and
gasoline sales, which have increased to a
level where they now represent 41% of all
sales taxes received by the City.

Property valuation: The property tax base has
consistently grown over the years. In some
years, the increase was attributable to
significant new construction in industrial and
commercial property. Most recently, the
growth is attributable to the construction of
new homes and resale of existing residential
property. For the tax year 2006/07, assessed
valuation grew by more than 10% in the City.

Jobs: As measured by the number of jobs
reported to the City through the business
license tax process, the number of workers
employed by the top 40 employers in the City
remained constant at 6,600 from July 2005 to
July 2006.

Hotel Occupancy: The hotels and motels of
Morgan Hill are very dependent upon
business travel. As measured by revenue
from the Transient Occupancy Tax, these
taxes have been gradually rising from the low
point associated with the recession of the
early 2000’s and the impacts of 9/11.

When the local economy slowed, beginning
in 2000, the City's policy of establishing
prudent reserves proved to be critical. In
response to the State’s weak financial
position and the significant past revenue
shifts from local government to the State, the
voters passed Proposition 1A in November
2004. This measure limited the State’s ability
to take new monies away from local
government by requiring that the State meet
certain requirements prior to taking money
from local government and by requiring that
any money taken be paid back to local
government. It appears that the State will not
shift any additional tax dollars away from the
City or Agency in the near future.
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As projected for Fiscal Year 2006/07, sales
tax revenue has grown by approximately 6%
from the prior year to a level of
approximately $6.5 million, or 18% more
than the previous peak of $5.5 million
received in 2000/01, primarily due to new
businesses and economic growth. For Fiscal
Year 2007/08, we are forecasting modest
growth of approximately 4% to a new level of
$6.8 million, dependent partly on sales from
the new Target at the new DiNapoli retail
center. Without the Target revenue, taxes are
projected to increase by 3% next year. It is
interesting to note that the average annual
increase in sales tax revenue for the last 10
years has been 8.6%, with annual changes
ranging from a 12.2% drop to a 27.7%
increase. Transient occupancy tax revenue
has increased by approximately 7% in Fiscal
Year 2006/07, as projected, to a level of $1.1
million, or 21% less than the peak of $1.4
million received in Fiscal Year 2000/01.
Growth of 3% is estimated for Fiscal Year
2006/07.

BUDGET PROCESS

The Fiscal Year 2007/2008 Budget is based
upon an in-depth analysis of actual and
projected fund balances, revenues, and
expenditures. The City Manager gave each
General Fund department an initial target
based on the difference between departmental
expenditures and departmental revenues.
Departments were instructed to meet these
targets through expenditure reductions and/or
revenue increases. Each City department
prepared line item detail for the department’s
activities and recommended certain service
levels and activity goals for the 2007/08
budget year. Departments prepared revenue
projections and the Finance Department
reviewed these projections. The City
Manager then reviewed individual
departmental requests, prioritized activities
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based upon City Council policy, and made
certain adjustments. At the conclusion of this
process, the proposed Budget was prepared,
and it is being submitted to the City Council
for review.

The Budget relies upon a cost allocation plan
that was prepared by a consultant in 2006 and
updated in 2007/08 for the cost of inflation by
staff. This plan ensures that general
administrative overhead is properly and
reasonably distributed to all cost centers.

BUDGET HEADLINES

« Acquire land for a future neighborhood
park

« Complete Outdoor Sports Center Phase |
construction project

« Develop new Water Well

« Implement City Council’s direction for
enhanced public safety services

« Plan & construct remodel of old library
for the new Development Service Center

« Update development impact fees and
development processing fees by working
with a consultant to  produce
recommendations to ensure full and
equitable cost recovery

. Develop five year revenue, expenditure,
and fund balance projections for all funds

« Acquire right-of-way for Santa Teresa
and Butterfield Boulevard Extension
projects

. Issue Redevelopment Agency tax
increment bonds (up to $100 million over
5 years) and develop the Redevelopment
Infrastructure Investment Plan

« Implement the franchise tow program

. Complete Southeast Quadrant
Sports/Recreation Land Use Study and
Urban Limit Line

. Complete Downtown Plan Update &
Implementation including Parking
Management Plan

« Aggressively deliver 5 year Capital
Improvement Plan (CIP) of $174 million

. Complete Subdivision Ordinance update

« Complete Monterey Road/Main Avenue
intersection project

« Adopt new 2007 California Building
Codes

. Facilitate the re-use of the Granada
Theater as a movie theater

« Complete Trunk Sewer construction

« Implement City Council’s Environmental
Agenda

« Complete the El Toro/Friendly Inn master
plan

. Complete Third Street utility
undergrounding project

. Complete W. Little Llagas Creek Wildlife
Trail Phase 111 project

« Complete Master Plan for ElI Toro Youth
Center/Friendly Inn buildings

. Assist with entitlement and construction
of San Pedro Avenue very low income
housing

« Assist with construction of Madrone
Plaza Affordable Housing (95 townhome
units)

. Assist with entitlements for Horizons 49
unit senior apartment complex

. Determine feasibility of sewer backflow
device and sidewalk ordinances to reduce
City liability

HIGHLIGHTS - FISCAL ISSUES

The total budget for Fiscal Year 2007/08
(including capital projects, Redevelopment
Agency appropriations, and transfers out) is
$141,003,315, or $21,192,894 more than the
original 2006/07 budget. The Budget includes
a Capital Improvement Program (CIP) of
$41.5 million for new projects in 2007/08 and
includes a transfer of $15.0 million from the
Redevelopment Agency for the purchase of
sewer capacity using Agency bond proceeds.
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To complete the start-up of the operations of
the new Centennial Recreation Center (CRC),
it will be necessary to transfer $50,000 from
the Community Centers Start-up Fund, as
planned, in 2007/08. As use of this facility
increases and membership fees grow, it is
expected that consolidated Recreation
operations will show a net financial impact of
less than $1.4 million in 2007/08 and that the
CRC operation will break even beginning in
2008/09. The CRC is a partnership with the
YMCA of Santa Clara Valley. If net
revenues exceed the agreed upon threshold
for the year, excess revenues will be shared
with the YMCA. Conversely, if net revenues
fall short of the agreed upon threshold, the
shortfall will be shared with the YMCA.

The budget includes a net increase of 7.75
full-time equivalent positions, for all funds
combined, as shown below. The net effect on
the General Fund is an increase of 1 full-time
position. A total of 3.5 of the new positions
are related to public safety operations.

Police Department (General Fund and RDA
Capital Projects Fund): Three police officer
positions and a half-time police records
specialist position are proposed to address
public safety needs. One police officer
position will be financed by the General Fund
and is to be hired on an accelerated schedule
in October rather than next April, to meet the
needs associated with new business activity at
the DiNapoli retail center. The other 2.5
positions include one officer assigned to a
Crime Suppression Team in the RDA Project
Area, one officer who will address gang
education and prevention efforts, and one
part-time police records specialist to support
the efforts of the Crime Suppression Team,
all to be financed by the RDA. The positions
paid by the RDA are to be deployed for a
limited time with limited and focused efforts
to address blighting influences.

14

City Clerk (RDA Capital Projects Fund): A
one-quarter-time increase in an Office
Assistant 2 position in Council Services and
Records Management will be financed by the
Redevelopment Agency. This position will
provide necessary administrative support for
housing and economic development activity.

Business and Housing (RDA Capital
Projects and Housing Funds): It is proposed
that one full-time position for Senior Project
Manager-Housing and one full-time position
for Senior Project Manager-Economic
Development be added so that staff may
address  expanding affordable housing
programs and focus on  economic
development activities. In addition, the RDA
will be paying for the 2.5 public safety
positions and 0.25 Office Assistant 2 position
that are described above.

Water & Sewer Operations (Water
Operations & Sewer Operations Funds):
One full-time position, for a Utility
Supervisor, is proposed, as part of a
departmental restructuring, so that there may
be an appropriate supervisory span of control
that will allow the Utilities Division to meet
the future demands of infrastructure growth
and technology demands. This position will
be split evenly between the Water Operations
and Sewer Operations Funds.

Environmental Programs Fund: One full-
time position, for an Environmental Program
Assistant, is proposed to address the
increased City Council interest in
environmental issues.

The budget for 2007/08 includes the cost of
negotiated increases for the miscellaneous
employees (AFSCME) and the civilian
employees of the police department (CSOA.)
There is some uncertainty about other labor
cost increases since the City has not yet
finalized contract negotiations with the Police
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Officers Association. Increases for police,
management and confidential employees
have been estimated in the Budget at amounts
consistent with the five year forecast.

The proposed General Fund budget is a
“status quo” budget except for the addition of
the 3.5 public safety positions. The guiding
principle has been to maintain current staffing
and to increase staffing only where such
additions are essential. An already "lean"
organization has been challenged to deliver
an ambitious work plan. We are proud of the
accomplishments of the City's employees and
their continued commitment to public and
customer service.

The City Council has indicated that it will
seek creative ways to engage the public in
discussions before any new funding sources
requiring voter approval are proposed. The
input from the community will prove
valuable as the Council determines the next
steps. Additional staffing to address growing
needs and a higher level of service will
require higher levels of revenue.

For the proposed Fiscal Year 2007/08
Budget, the following specific steps were
taken to balance the budget and provide
adequate funding for necessary services:

. Transfer the remaining $50,000 from the
Community Centers Start-up Fund to the
General Fund for Centennial Recreation
Center start-up costs

« Increase the annual transfer from the Park
Maintenance Fund to the General Fund by
$151,655 to a new level of $276,655

. Restore an annual transfer out of the
General Fund to the Street Operations
Fund in the amount of $100,000 to enable
the Street Operations Fund to meet
minimal maintenance requirements.

. Change the amortization period for the
current unfunded actuarial accrued

15

liability for the CalPERS miscellaneous
employees pension plan from a rolling 30
year period to a fixed 22 year period.
This change will reduce the employer rate
paid by the City by 0.002% in the near-
term and will mean that the current
pension liability will get paid off over this
time period rather than increase with
negative amortization over the same time
period.

« While the City has reduced certain less
critical services in recent years, it also
has not addressed the following needs
because of limited funding:

« Additional sworn police positions needed
for enhanced patrol, traffic enforcement,
and investigative caseload.

« Increased staffing on California Division
of Forestry fire trucks.

« Athird fire station in Morgan Hill.

« A third dedicated School Resource
Officer for the Police Department.

« Deferral of the following development
processing audit consultant
recommendations:

« Implement automated permitting and
project tracking

. Create a Building Maintenance
Supervisor position
. Acquire ability to integrate

Geographic Information System with
permitting system

HIGHLIGHTS - CHANGES IN BUDGET
FORMAT & SPECIAL ANALYSES

Activity related to Street capital projects has
been separated from Street Maintenance Fund
#302 and is now accounted for in a new fund
#308 entitled “Street CIP Fund.” Only costs
related to the repair and rehabilitation of
streets will be accounted for in the Street
Maintenance Budget. Because the Street CIP
Fund will account for grants, which
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are typically reimbursements, it may be
necessary for the General Fund to advance
funds to the Street CIP Fund for cash flow
purposes, in which case the General Fund
would see a slight decrease in interest
earnings.

A new revenue account called “Franchise
Tow Fees” has been established to account
for activity associated with this new fee that
is in the planning stages, but has not yet been
authorized by the City Council.

The Budget includes the following special

analyses within the Supplemental Information

section:

. Recreation Revenues and Expenditures

o Current & Future Grants

« Discretionary Reserves

. General Fund Balance Projections

« General Fund Discretionary Revenues

« General Fund Discretionary Expenditures

. Police Staffing

. PERS Retirement
Projected Costs

« Carbon Footprint

« Relationships with Other Agencies

. Sustainable Budget Strategies

Historical and

FUND SUMMARIES

GENERAL FUND

Five Year Financial Plan Overview

The City has a balanced budget for 2007/08,
as proposed, and staffing levels have been
maintained, but caution should still be
exercised. The City faces the budget
challenge that the local economy is not
generating sufficient revenue to sustain
current services on an ongoing basis as the
City grows. In addition, the City does not
have the revenue stream that would allow the
City to expand service levels to the
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community. The City's costs, especially for
employee benefits, have increased
significantly primarily for reasons beyond the
City’s control. While retirement costs and
workers compensation costs have stabilized,
health related costs continue to escalate by
10% per year.

Because the City has prudently built up
financial reserves over the previous decade,
Morgan Hill is in a position to carefully
manage a response to this challenge without
resorting to dramatic service level reductions
or immediately increasing taxes.

However, unless there are long-term
structural changes to increase General Fund
revenues, the current level of basic city
services is not sustainable. Over the past five
years, General Fund reserves have been used
to balance the Budget. In the current year, the
Budget reflects a surplus only because of an
increase in General Fund property tax
receipts attributable to the reduction in the
size of the Redevelopment Agency
boundaries. While higher property tax and
sales tax growth help out, our conservative
General Fund Balance Projections (see page
298) show that the annual operating surplus
will steadily decline from 2007/08 to a
positive level of only $48,000 in 2011/12
even without adding any additional positions.
New retail/sales outlets and new construction
above our projections will enhance the long-
term sustainability of the Budget.

The fiscal squeeze is still real, and it must be
addressed if the community’s priorities for
services and governance are to be met. The
City Council is responsible for establishing
policies that meet community needs and lead
to balanced budgets; and it is the
responsibility of City staff to implement such
policies in a manner that achieves the desired
results, builds confidence, and prepares for
the future. Fulfilling these responsibilities
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requires a strategy that will maintain financial
sustainability.

For the Budget Strategy to be sustainable, it
must provide for a “balance” of revenue and
expenditures, while simultaneously
maintaining an appropriate level of reserves.

The City Council therefore adopted a policy
in January 2004 that reduced the target level
of reserves to 25% of the General Fund
revenues and planned for the Budget to be
balanced by Fiscal Year 2007/08. That goal
has been accomplished.

As shown in the General Fund Balance
Projections on page 298, the following
forecast is projected, assuming that no new
revenue source is imposed by the City and
assuming that the planned DiNapoli Retail
Center generates new sales tax dollars for the
City beginning in July 2007:

budget originally anticipated a $835,995
operating deficit. This deficit was reduced
primarily because projected sales taxes for
2006/07 will be $260,000 higher than
originally estimated and because property
taxes will be $338,000 higher than originally
estimated. The budget for Fiscal Year
2007/08 estimates that total fund balance will
increase by $359,242 to $10,123,881 as of
June 30, 2008.

Fiscal Year 2007/08 Budget Overview

Revenues in Fiscal Year 2007/08 for the
General Fund, including transfers in, are
estimated to be $25,469,237. This represents
a 13% increase over the previous year's
projected revenues, which is primarily related
to the additional $700,000 in property taxes
resulting from reducing the size of the RDA
project area and to a $1 million boost in
Recreation revenues, much of which is

General Fund Forecast
Recommended Sustainable Budget Strategy
(Dollars in $1,000,000's)

FY 06/07 FY 07/08 FY 08/09 FY09/10 FY 10/11 FY 11/12
Beginning Fund Balance $ 10.2 $ 98 $ 103 $ 11.0 $ 114 $ 115
Add: Revenues $ 226 $ 254 $ 267 $ 277 $ 285 $ 296
Less: Expenditures $ (230) $ (249 $ (2600 $ (27.3) $ (284) $ (29.5
Ending Fund Balance $ 9.8 $ 103 $ 110 $ 114 $ 115 $ 116
Operating Margin $ (04 $ 05 $ 07 $ 04 $ 01 $ 0.1

The schedule above projects that the General
Fund would have a reserve of 40% at June
30, 2012, which would be more than the 25%
reserve target.

Current 2006/07 Budget Overview

Available fund balance as of June 30, 2007, is
now projected to be $9,764,639, including
$5,505,587 in targeted reserves. This includes
the effect of a $388,959 projected operating
deficit for Fiscal Year 2006/07. The 2006/07
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related to the new Centennial Recreation
Center and its successful first full year of
operation. Sales taxes and property taxes are
estimated to increase by 4% and 17%,
respectively. In general, the 2007/08 Budget
estimates reflect a modest 3% growth for
most General Fund revenues, as the local
economy continues to recover.

Appropriations for Fiscal Year 2007/08,
including transfers out, are proposed at
$25,109,995, which represents a 9% increase
compared to prior year projected activity.
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Police and Fire budgets increased by a
combined 8% next year. The Police budget is
“status quo” except that the 2.5 RDA funded
positions have been added, the hiring of the
officer related to the opening of the DiNapoli
retail center has been accelerated from April
2008 to October 2007, and a major $100,000
radio upgrade has been funded with police
impact fees and other funding sources outside
of the General Fund. The cost of the Fire
contract continues to grow, with an increase
of almost 7% in 2007/08. The Recreation
budgets increased by a combined 17%
because of the first full year of Centennial
Recreation Center operations. However,
Recreation shows a net reduction in
discretionary support to an amount of less
than $1.4 million in response to the City
Council’s adopted strategy to look at the
bottom line for Recreation as a whole. The
other General Fund departmental budgets
increased by a combined 6%.

Transfers out in Fiscal Year 2007/08 total a
proposed $244,386, including a $100,000
transfer to the Street Operations Fund to
support minimal street maintenance, a
$50,000 transfer to the Community Centers
Start-up Fund to provide future start-up funds
for planned Phase 2 of the Outdoor Sports
Center, a $22,386 transfer to the General Plan
Update Fund for necessary expenditures, and
a $72,000 transfer out of incremental sales
tax dollars to various impact fee funds to
cover the cost of impact fees necessary for
the new DiNapoli retail center. The small
transfer to the Street Maintenance Fund is
necessary in order to avoid the a reduction in
services that would mean turning off up to
half of the residential street lights in Morgan
Hill.

Based upon the City Council’s established
policy, a total of $6,136,912 has been
reserved within the General Fund as a general
reserve for purposes that include economic
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uncertainty and emergencies. The reserve has
been calculated as 25% of estimated 2006/07
revenues, excluding transfers in. The City
Council’s reserve policies are discussed in
further detail in the section on Fiscal Policies

on page 37.

Most of the General Fund is committed to
Public Safety. Police appropriations are
$10,517,324 and Fire appropriations are
$4,868,611, for a total of $15,385,935. The
total of these amounts accounts for 61% of
total General Fund appropriations, but for
81% of the use of discretionary revenues. In
the prior year, projected activity for Public
Safety totaled $14,256,902, which accounted
for 62% of total activity.

The remainder of the General Fund accounts
for General Government operations (City
Council, City Clerk, City Manager, Finance,
Human Resources, and City Attorney), Park
Maintenance and Recreation Services. A
significant portion of the administrative cost
for General Government Operations is
recovered in the form of charges to other City
departments  for  services  performed.
Operating costs for the Community &
Cultural Center, Aquatics Center, Centennial
Recreation Center, and new Outdoor Sports
Center are reflected in the General Fund,
creating opportunities and commitments. A
schedule of revenues and expenditures for
Recreation, including the Community and
Cultural Center, Aquatics, and the Centennial
Recreation Center, for the period 2004/05
through 2007/08, is included in the
Supplemental Information section. The net
impact of Recreation activities is projected to
decrease to $1,378,076 in 2007/08. For the
Centennial Recreation Center in 2007/08,
$50,000 is proposed to be transferred from
the Community Recreation Centers Start-up
Fund to partially cover the final start-up costs
for this new facility.
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The most significant sources of General Fund
revenues for 2007/08 are:

. Sales Taxes of $6,790,000, or 27% of
total estimated revenues

« Property Taxes of $6,791,179, or 27% of
total estimated revenues

« Recreation  Program  Revenue  of
$3,894,584, or 15% of total estimated
revenues

« Reimbursement for General
Administration Overhead of $1,987,792,
or 8% of total estimated revenues

« Transient  Occupancy  Taxes  of
$1,135,163, or 4% of total estimated
revenues

. Franchise Fees of $1,120,753, or 4% of
total estimated revenues

The following chart shows how much of the
Fiscal Year 2007/08 General Fund budget is
supported by discretionary general taxes and
other revenues paid by residents and
businesses. As shown below, all General
Fund costs not recovered through
departmental revenues (fees, grants, and
reimbursements) are fully financed by
discretionary revenues.

Percent of
Net Costs total

$ 165,042 1.00%
196,855 1.10%)
261,313 1.50%)
1,378,076 7.90%)
283,346 1.60%)|
253,282 1.50%
9,504,246 54.60%
4,652,611 26.70%)

Less Dept Less
Department Total Costs | Revenues | Transfer In
City Council/City Clerk| $ 638,023 | $ 472,981 | $
City Attorney 577,191 380,336
City Manager 499,918 238,605
Recreation 5,381,169 3,894,584
Human Resources 535,625 252,279 -
Finance 1,076,139 817,707 5,150
Police 10,517,324 481,804 531,274
Fire Administration 4,868,611 216,000 =
Cable Television 28,674 674 0.00%
Park Maintenance 742,935 466,280 2.70%)
Transfers Out 244,386 = - 244,386 1.40%
TOTALS $25,109,995 | $ 6,782,296 | $ 921,588 | $17,406,111

108,509

28,000 -
= 276,655

100.00%

Financed by Discretionary Revenues $17,406,111

As shown above, $17,406,111, or 69%, of the
$25,109,995 General Fund budget is financed
by discretionary revenues. In the prior year,
projected discretionary revenue equaled
$16,387,403, or 71% of total General Fund
projected costs. Public safety accounts for
$14,156,857, or 81%, of total discretionary
revenues in 2007/08.
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The sources and uses of discretionary
revenues are displayed in the following two
pie charts. The first chart shows the major
sources of discretionary revenues for Fiscal
Year 2007/08. Together, sales taxes and
property taxes make up $13,581,179, or 78%
of discretionary revenues that will finance
General Fund expenditures. An additional
amount of $359,242 in discretionary revenues
will increase General Fund reserves, as
proposed. The second chart shows the uses
of discretionary revenues for 2007/08, as
described above.

Discretionary Revenues

Other Taxes,
Interest &
Vehicle Fees

17% I

Property Taxes
37%

Other
Revenues
6%

City Reserv
3%

Use of Discretionary Revenues

Cable TV &
Transfers
Out

ou \

park Mai Recreation
ark Maint. 8%
3%

Fire/EMS
27%

Since the City has faced a structural deficit
for the last five years, it is useful to see where
the increase in the use of discretionary dollars
has been spent. The following bar chart
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shows cumulative changes, totaling $3.3
million dollars, in the use of General Fund
discretionary dollars between Fiscal Years
2001/02 and 2006/07. The chart shows that
the City has clearly spent most of the growth
in discretionary dollars for public safety.

policy blueprint on growth, development, and
services. The costs associated with this
activity are partially financed through a 5%
surcharge on all building and planning permit
fees.

STREET MAINTENANCE FUND

Cumulative Change in use of Discretionary Resources
FY 2001/02 throguh FY 2007/08 (Proposed
$5,000,000 4

The Street Maintenance Fund is a
special revenue fund used

$4,000,000
$3,000,000 -
$2,000,000 -

$1,000,000 -

X =

-

exclusively for street maintenance
and traffic safety activities. Included
are maintenance and repair of all
roadways, streets, curbs, gutters,
medians, roadway shoulders, and
alleys; cleaning and repair of catch

Admi n Recreation

$(1,000,000) -

$(2,000,000) -

T T =
Police Fire Park
Maintenance

T I:I 1
ransiers

basins and storm drains; traffic
engineering, safety studies and
modifications, and related geographic

COMMUNITY DEVELOPMENT FUNDS

The Community Development Fund is a
special revenue fund used to account for
services supporting private development
activity. The fund is dependent upon the
collection of planning, building, and
engineering development fees to finance
these costs. This year appropriations are
$3,901,799, which represents an 11%
increase over the original prior year budget.
Revenues in Fiscal Year 2007/08 are
estimated to be $2,932,837, or 13% less than
prior year budgeted revenues. The reduction
in estimated revenues is the result of the
timing of developer fee payments. The
proposed 2007/08 City Work Plan includes
hiring a consultant to assist the City in
reviewing current development processing
fees and proposing adjustments as needed.

The General Plan Update Fund continues to
provide the resources for the General Plan
Update. The General Plan Update effort is
critical for the City as it provides the basic
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information systems; street lighting
and signal operations; and painting, marking,
and striping. State gas tax funds that partially
finance these activities are distributed based
on population.

Revenues, including transfers in, are
budgeted as $1,605,300, including $704,750
of Gas Tax funds, a $155,000 transfer from
the Environmental Programs Fund, a
$100,000 transfer from the General Fund,
$600,000 in transfers from utility funds, and
$45,550 in other revenue. The small transfer
from the General Fund reinstates a practice
the City employed up until 2003/04, when
such transfers ceased due to budget
constraints. Without this General Fund
transfer, the Street Maintenance service level
would be reduced by turning off up to half of
the residential street lights. The $155,000
transfer in from the Environmental Programs
Fund reflects a $5,000 increase from the prior
year that is necessary to help maintain the
City’s streets. The fact that gas taxes
received by the City do not increase with
inflation limits the City’s ability to maintain
streets in the future.
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In order to manage the Street Maintenance
Budget as dedicated Street Maintenance
resources become scarcer, the proposed
Budget separates the repair and rehabilitation
costs of Street Maintenance from Street
capital projects by moving Street capital
project activity to the new Street CIP Fund, as
mentioned earlier.

PARK MAINTENANCE FUND

The Proposed Budget for Fiscal year 2007/08
includes a transfer from the Park
Maintenance Fund to the General Fund
equivalent to $276,655, or ¥ of this fund’s
prior year actual revenue as shown in the
City’s comprehensive annual financial report.
This complies with the City Council goal for
assistance from this fund by increasing the
transfer to the General Fund from the 2006/07
amount of $125,000 and by still allowing
ongoing growth in the Park Maintenance
Fund, so that it may serve as an "endowment"
fund for park maintenance. Revenues come
from double park fees and from previous one-
time General Fund transfers of "excess"
General Fund reserves. The Park
Maintenance Fund Balance is projected to be
approximately $4.3 million as of June 30,
2008.

The projected annual cost of maintaining the
grounds adjacent to the new Library are
estimated to be $20,000. This cost will be
financed with a portion of the lease payments
to be received , beginning in April 2008, from
the County Library JPA.

SEWER AND WATER FUNDS

These are enterprise funds, where all costs
incurred are covered by fees and charges paid
by users of the systems. Presently, the City
has approximately 11,600 accounts (including
residential and business customers). The City
water system meets or exceeds water quality
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standards. Budget details for these funds are
found under the Public Works section of the
budget document and are described as Water
Operations and Sewer Operations. The Fiscal
Year 2007/08 Water Operations budget
reflects no rate increase and no increase in the
current 15% perchlorate rate surcharge. The
2007/08 Sewer Operations budget also does
not reflect any rate increase. However, both
sewer and water rates are the subject of a
study currently being conducted by the City’s
rate consultant. It is expected that the
consultant’s report will recommend that both
water and sewer rates be increased. That
report will probably be presented to the City
Council early in 2007/08. 1t is clear that the
level of spending for sewer operations and
maintenance is adequate for next year, but
cannot be sustained without a significant rate
adjustment in the future because of a
structural deficit in the Sewer budgets
financed by rate payers. For example, in
2007/08, the combined cost for the Sewer
Operations, Sewer Rate Stabilization, and
Sewer System Replacement Fund will exceed
rate revenue and other revenue by a combined
$2 million.

The Sewer Operations Fund budget of
$7,396,377 is 11% more than the prior year’s
budget because of higher operational costs for
wastewater treatment. The Water Operations
Fund budget of $10,432,376 is 19% more
than the prior year primarily because of a
$1,581,646 transfer out to the Water System
Replacement Fund for capital projects.
Sufficient fund balance, combined with
estimated revenues, exists within each of
these funds to fully finance these costs in
2007/08.

The Wastewater Impact Fund budget includes
$5,162,000 in capital project costs, while the
Water Impact Fund includes $1,805,000 in
capital projects. In addition, the Budget
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reflects a $15 million receipt from the
Redevelopment Agency for the purchase of
sewer capacity using Agency bond proceeds.

INTERNAL SERVICE FUNDS

Internal Service Funds are essentially
responsibility centers within the City that
provide services to other departments. These
other departments are then charged for the
portion of services provided to them by the
respective internal service responsibility
center. These funds include Equipment
Replacement, Information Systems, Building
Maintenance, Building Replacement, CIP
Administration, Workers” Compensation,
Liability, and Unemployment Insurance. As
part of the Budget process, and to be good
stewards of funds on hand, all internal service
fund balances were examined. As a result,
the internal rate charged to departments for
unemployment insurance was eliminated for

2007/08. In addition, the internal rates
charged to departments for workers’
compensation were significantly reduced

because of lower workers’ compensation
costs. This has been a sustained and very
positive trend. Staff will be analyzing the
need for reserves in the Information Services
internal service fund in 2007/08.

CAPITAL PROJECTS FUNDS

Total new capital projects are budgeted at
$41.5 million, as reflected in the attached
Capital Improvement Program (CIP). The
capital projects budget is comprised of:

. Parks and Recreation projects totaling
$6,256,000

. Public Facilities projects totaling
$2,842,000
. Sanitary  Sewer  projects totaling
$6,292,000
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. Storm  Drainage
$2,674,000

. Streets projects totaling $20,071,000

. Water projects totaling $3,335,000

projects  totaling

Capital projects are described in detail within
the CIP. Current year projects are included in
the budget document under the applicable
responsibility centers. Projects for Fiscal
Year 2007/08 include:

. Butterfield Boulevard Extension South
($5.9 million for acquisition)

« Parks Land Purchase ($2.1 million for
acquisition)

. Pavement Rehabilitation System ($1.3
million for construction)

« Highway 101/Tennant Interchange ($3.6
million for design and beginning of
construction)

. Tilton
Improvements
construction)

« Downtown Parking ($2.2 million for
acquisition)

« Third Street Promenade ($2.0 million for
construction)

. Santa Teresa Construction ($2.2 million
for acquisition)

. New Well Property/Construction ($1.1
million for construction)

. Butterfield Detention Basin ($2.1 million
for acquisition)

« Sewer Plant Improvement Project ($3.9
million for construction)

e Open Space Acquisitions ($1.4 million
for acquisition)

* Development Service
million for construction)

* New Sewer Mains ($1.3 million for
construction)

Avenue/UPRR
($1.2

Safety
million for

Center ($2.0

Many of these projects are possible because
of the Redevelopment Agency. Of the total
$41.5 million in capital projects described in
the CIP for Fiscal Year 2007/08, $13.2

+ CITY OF MORGAN HILL ¢ FY 2007/08 + OPERATING AND CIP BUDGET « CITY OF MORGAN HILL « 2007/08 « OPERATING AND CIP BUDGET « CITY OF MORGAN HILL + 2007/08 « OPERATING AND CIP BUDGET ¢

CITY OF MORGAN HILL ¢ FY 2007/08 « OPERATING AND CIP BUDGET

« CITY OF MORGAN HILL « FY 2007/08 « OPERATING AND CIP BUDGET ¢

CITY OF MORGAN HILL « FY 2007/08 « OPERATING AND CIP BUDGET « CITY OF MORGAN HILL « FY 2007/08 « OPERATING AND CIP BUDGET




million will be financed by the Agency. It is
proposed that the Agency issue tax increment
bonds (up to $100 million over 5 years) and
embark on an ambitious program of
investment in infrastructure and downtown
improvements over the next five years.

APPROPRIATIONS LIMIT

The City's appropriations limit for this budget
cycle has been prepared in accordance with
the uniform guidelines. The appropriations
limit imposed by Propositions 4 and 111
creates a restriction on the amount of
"proceeds of taxes” which can be
appropriated by the City in any fiscal year.
The limit is based on actual appropriations
during Fiscal Year 1978/79, and increased
each year using growth of population and
inflation indexes. The limit of $67,882,120
for Fiscal Year 2007/08 is significantly
greater than the actual appropriations of
$17,082,589 subject to the limit for this year.
Therefore, it appears that the City will not
exceed its appropriations limit in the
foreseeable future.

SUMMARY

It is significant that the City finally has a
proposed Budget with a positive operating
margin, along with substantial reserves and
resources on hand. However, it is important
to note that the City still faces future costs to
operate  facilities, increased employee
retirement costs, increasing employee health
costs, and the demands of a growing
community. While recent growth in property
tax and sales tax revenue have been very
welcome, current expenditures are tied to
current service levels. The strong reserves
maintained by the City reflect the foresight of
the City Council and will allow the City to
manage costs in a strategic manner.
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I acknowledge my appreciation to the
members of the City Council for your
continued support of programs that deliver
necessary public services and for your sound
fiscal policy. | also express my appreciation
for assistance in the development of this
budget to the talented and dedicated City
staff, including our new Budget Manager
Mark Murray.

Respectfully submitted,

J. Edward Tewes
City Manager
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